ABSTRACT
INTRODUCTION
ift card sales reached 24.8 billion dollars in 2006--a 34% increase over 2005 (Fetterman, Mindy 2006) . While the increasing sales of gift cards may at first appear to give a boost to the annual sales figures for the corporate retailer, this is in fact not the case. Gift Cards Sales are not recognized as revenue at the time of sale. Proceeds from gift card sales are considered unearned or deferred revenue and remain as liabilities until the holder redeems them for goods or services or until they expired or until they are considered to be unlikely to be redeemed by the holder. Therefore sales of gift cards in November or December will not result in income recognition until the gift card redemption which may not occur for several months or, perhaps, ever. As gift card sales increase they become a larger component of a company"s financial life. And, as gift card sales and the related accounting and legal issues relating to those sales become a material factor in the financial statement user"s decision making processes, additional financial disclosures are needed in order to fairly present the financial information of the company.
METHODOLOGY
In order to determine the current climate of gift card reporting, the author examined the most recent 2006 annual financial statements and/or SEC"s (Security and Exchange Commission"s) 10K annual filings of 75 retailers for all references to gift cards. (For a detail list of companies in the survey see the Appendix.) An excel spreadsheet was assembled with each quoted reference and then condensed into a more manageable spreadsheet which merged and collated similar references. The percentage of each like kind disclosure was calculated and the final table is presented here as Exhibit 1. 
Exhibit 1 Summary of Gift

DISCUSSION
Of the 75 annual financial statements and/or SEC"s (Security and Exchange Commission"s) 10K annual filings examined 34 or 45% (Exhibit 1 Line 1) did not have any disclosures relating to gift cards. Many, if not all of the 34 non-disclosing companies, do in fact sell gift cards to the general public. However, it is possible that the total dollar amount of gift card sales is below the threshold for what the individual retailer considers material for reporting purposes or SEC filing. Also many companies may still be uncertain as to how to proceed with gift card sales accounting and disclosures and may not as yet have a definitive policy in place relating to gift card activities.
As can be seen from the above examples, gift card transactions, has led to a variety of reporting disclosures and accounting methods. Several companies that report gift card information are still adjusting their policies and the related financial disclosures to suit their needs and the requirements of the accounting and legal environment. Of the 41 (Exhibit 1, Line2) retailers who did report information about gift card sales, many had multiple disclosures covering various related issues within their annual financial statement and/or 10K filing.
Disclosures relating to unearned/deferred revenue recognition: Unearned/deferred revenue recognition disclosures are usually incorporated into the first note found after the presentation of the financial statements. This note is often labeled "Significant Accounting Policies". All companies following generally acceptable accounting principles (GAAP) must disclose to the users of financial information the acceptable accounting policies that they have chosen to use for gathering and reporting accounting information. The note on "Significant Accounting Policies" is usually very general and often includes references to the nature and description of the business, inventory costing methods, depreciation methods, advertising expense recognition, etc. Therefore revenue recognition issues relating to the handling of gift card sales will often appear first in this note.
Unearned or deferred income results when cash is received from a customer for goods or services that will be provided at some future period. In the case of a gift card --no specific goods or services are described and there is significant uncertainty concerning the redemption process. The redemption may lead to full retail priced goods, discounted goods, or goods valued at less than cost. Thus the final profit realized by the gift card seller is completely undeterminable at the point of sales. Furthermore unlike some other unearned or deferred revenue agreements the owner of the gift card is often an unknown party. All 41 of the retailers who reported on gifts card sales (Exhibit 1, Line 2) disclosed one or more times in their annual reports and/or annual SEC filings their method of accounting for gift card sales.
The recognition of earned income--if any --that will result from the gift card redemption pivots on the consumers" actions. It is a contingent event that is outside the control of the corporate retailer. Some gift cards will never be redeemed. They may be misplaced or lost or simply not represent a desirable purchase by the consumer. The handling of unredeemed gifts cards by the seller represents the most difficult aspect of gift card sales.
Disclosures relating to breakage:
Breakage occurs when the holder of a gift card fails for some unknown reason to redeem the gift card. Breakage can be accounted for as income or as a reduction of an expense. Recognition of gift card breakage varies from retailer to retailer but the SEC"s staff view (Schlosser, Pamela R, 2005) accepts three methods and these methods are also currently accepted by the AICPA, FASB, PCAOB and IASB.

Breakage can be recognized based upon an analysis of historical redemption rates by the corporate retailer. For example: a calculation based upon a review of previous gift card sales may show that an average percentage of total annual gift card sales would never be redeemed. The corporate retailer would then apply this historical percentage each year to the total annual gift card sales for the period to determine the adjustment needed to recognize breakage for the reporting period. ("To use this method, the company will be required to reasonably and objectively estimate the gift card breakage as well as estimate the period of actual gift card redemption." (Price Waterhouse Coopers, 2006)  Breakage can be recognized when there is no longer a legal obligation on the part of the retailer to honor the gift card.  Breakage can be recognized when there is considered to be a remote possibility of redemption (usually a specific time period such as 1 year, 1.5 years, 2 years, etc.).
While most of the retailers who reported on gift card issues did refer to breakage (Exhibit 1, Line 8), there were many differences in the policies and methods used to handled breakage issues. Corporate retailers" breakage policies and the related effect of these policies on their disclosures are currently in flux. Policies relating to breakage are evolving and changing as state laws governing breakage issues change and catch up to the steep rise in consumer purchases (see below). Corporate retailers" breakage and non-redemption policies often include expiration dates and fee penalties for inactive gift cards. These restrictive policies facilitate the accounting process and the management of the costs associated with the problems surrounding the tracking and satisfaction required for the growing outstanding liability for unredeemed gift cards. However these policies exist at the expense of the consumer. The consumer who has already paid for future purchases will automatically lose the economic benefit of that payment if the time period for the purchases elapses. Consumer protection is the responsibility of the state.
Disclosures relating escheatment, unclaimed property and other state laws: Most states have escheatment laws that cover unclaimed or abandoned property. (National Conference of State Legislatures 2007).Unredeemed gift cards can qualify as unclaimed property and at least 39 states have laws addressing issues relating to unredeemed gift card monies. More and more states legislatures are enacting laws affecting gift card non-redemptions, fees and expiration dates. Several states (including Maryland, Illinois and Utah) have or are in the process of establishing laws which restrict or eliminate the use of expiration dates and/or dormancy fees on gift cards. State laws supersede, within the state, whatever the retailer"s gift card contract may say if it is contrary to the state law. Escheatment and unclaimed property laws generally require retailers to forfeit any unearned gift card amounts over to the local state treasurer after a set period of time. While only 10 retailers in Exhibit 1 (Line 44) made disclosures relating to escheatment laws, it is probable that all of the retailers are affected by the laws in one or more of the states in which their business occurs.
The issues surrounding the levying of fees and penalties on unredeemed gift cards and the various escheatment laws existing through out the nation has already caused several retailers to change they policies and financial reporting disclosures with regard to expiration fees, cash management and breakage calculations.
Disclosures relating to other issues: By referring to Exhibit 1 (Lines 35 to 43), the impact of gift card sales has spawned disclosures that reveal how several retailers have decided to adjust corporate policies to accommodate the specific accounting problems that have arisen as a result of the increased complexity of gift card accounting.
One retailer disclosed that gift card accounting triggered a change in accounting method. A change in accounting method requires the reporting company to retrospectively report all prior period accounting information currently disclosed as if the new method were in place all along. This requires that the comparative financial statements which show the previous period(s) Balance Sheet, Income Statement and Changes in Equity Statements be revised to reflect the impact of the changed method so that these statements can still be comparable even after the change to a new accounting method. This can be a costly and time consuming process especially if it also requires a change of income tax reporting to the IRS. Exhibit 1 (Line 36) shows that at least one retailer is involved in litigation relating to gift card sales. Litigation requires a note that discusses the contingent nature of a lawsuit. Losses arises from litigation can not be readily determined until a judgment has been made. Exposure to the liabilities that may accompany gift card sales is an added cost and headache to retailers. Exhibit 1 (Line 40 and Line 42) shows that at least two retailers have decided to establish a separate corporate entity whose sole function is to handle all accounting and legal reporting and responsibilities related to gift card sales. These corporate retailers formed a separate subsidiary company and transfer all activities relating to gift card activities to the subsidiary.
Exhibit 1 (Line 41) shows that at least one retailer has had to establish a restricted cash account where monies earmarked for payments relating to escheatment, unclaimed property and other gift card problems would be readily available when needed.
CONCLUSION
Clearly the increase in gift card sales by retailers indicates that gift card sales programs are a successful addition to the retailer"s business plan. Gift card sales may enhance corporate profits and liquidity but as gift card purchases become more popular with the consumer, retailers will have to grapple more and more with the costs and special issues surrounding the these purchases. Gift card sales affect the retailer"s accounting and reporting requirements as well as the required compliance with various state statutes. Accounting and reporting promulgations are currently evolving as the SEC and accounting authorities visit the issues arising from the sale of gift cards. The overseers of financial reporting rules must evaluate and determine the kinds of accounting problems that need to be handled by the reporting company. Problems that relate to the deferred or unearned income aspect of gift card sales may require retailers to account for and report on: changes in accounting methods; estimates for contingent loses; restrictions on assets; and/or adjustments regarding subsequent events. In addition, retailers will have to adjust to the changing legal restrictions governing gift card non-redemptions and breakage. As long as state legislatures continue to amend the laws covering gift card fees, penalties and expiration dates, the liability and responsibilities of retailers and the ensuing reporting and accounting issues will keep retailers scrambling to accommodate the needs and requirements of the financial environment.
